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Introduction
Dividend taxation is an important component of investors' taxes and has attracted the attention of policymakers and financial economists. Recently, many countries have begun to focus on capital market taxation reforms. In China, the State Council promulgated 'Some Opinions of the State Council on Promoting the Reform, Opening and Steady Growth of Capital Markets' (hereinafter referred to as the 'Nine Opinions') in 2004, which stressed that tax policy in relation to capital markets should be refined to encourage public investment. On 13 June, 2005, the Ministry of Finance and the State Administration of Taxation issued the document, 'Notice on Policies Relating to Individual Income Tax on Dividends and Bonuses', which stated that taxes on individual investors' income from dividends and bonuses of listed companies should be levied in accordance with the current tax laws after temporarily deducting 50% of an individual's taxable income. Therefore, since 13 June, 2005, individual investors' dividend income has been taxed at a rate of 10%, rather than 20%. The objectives of the dividend tax cut were to increase the likelihood of companies making dividend payments, ease the conflict of interest between large and minority shareholders, protect the interests of minority shareholders and encourage public investment. As a result, this paper examines whether the lower dividend tax rate has led firms to increase their dividend payments.
There has been fierce theoretical debate over whether a reduction in the dividend tax rate would lead firms to increase their dividend payments. The main dispute is between the 'new theory' or 'tax capitalization view,' and the 'traditional view' of whether reductions in dividend tax rates affect the financial behavior of companies. Proponents of the 'traditional view' stress that if a company mainly relies on external equity financing then, under classical taxation, higher dividend taxation will tend to raise the cost of capital. As the capital gains tax rates on retained earnings are generally lower than dividend tax rates, shareholders may benefit from decreased dividend payments. Conversely, a decrease in dividend tax can limit the ability of firms to engage in inter-temporal tax arbitrage and may, therefore, lead companies to increase their dividend payments. The 'new theory' developed by King (1977) argues that in cases where companies mainly rely on retained earnings, mature companies are able to keep all of their profits to meet their equity financing needs and then distribute the remaining profits as dividends, even when there is double taxation. Dividend taxes will thus be irrelevant to the companies' dividend policies. In this case, a decline in dividend tax may not affect a company's financial behavior and, thus, its dividend payout.
The results of recent empirical research in this area are not entirely consistent. Chetty and Emmanuel (2005) analyze the impact of the 2003 dividend tax cut in the United States on firms' payout behavior and find that, consistent with the 'traditional view', the tax cut induced companies to increase their dividend payments and created the possibility for an initial dividend payout. The same result is also found in Dhaliwal and Oliver (2007) , Brown et al. (2007) , and Blouin et al. (2004) . Surveying 384 financial executives and conducting in-depth interviews, Brav et al. (2005) find that dividend tax is not a dominant concern for the majority of firms and, with respect to the 2003 dividend tax cut, only 28% of financial managers felt that it might increase their company's dividend payout, while the other 70% of financial managers believed the decline in dividend tax might not or would not affect their dividend policy. In addition, La Porta et al. (2000) analyze the effects of dividend taxes around the world, but do not find any conclusive results.
Different theories have completely different views on the reform of dividend taxation policies. Recently, many countries have begun to focus on dividend tax reforms. A number of developed countries, including the United States, Britain and Germany, have adjusted their dividend tax rates. However, what is confusing is that the direction of the changes in dividend taxation has been different. Some countries, such as Britain and Germany, have increased their dividend tax rates, while others, such as the United States, have reduced their dividend tax rates. In the United States, the Jobs and Growth Tax Relief Reconciliation Act was enacted in 2003 by President Bush. One of the main provisions of the act was to reduce the tax on individual dividend income to 15%, instead of the top rate of 35%. However, the reforms in the United Kingdom and Germany were different. From 1973, shareholders in the United Kingdom were credited for a portion of the taxes they paid at the corporate level, through what is known as an imputation-style corporate tax system. However, in 1997, the amount deductible was reduced from 20% to 10%, thereby effectively increasing shareholders' dividend tax rates. This reform brought the UK tax system more into line with classical taxation. Similarly, Germany's nearly 30 year old imputation-style corporate tax system, which was one of the lightest dividend tax systems in the world, was abolished in 2000, which also led to an increased dividend tax rate.
Therefore, whether declines in dividend tax rates lead firms to increase their dividend payments, which then eases the conflict of interest between large and small shareholders, is an important empirical question. However, little large sample empirical research has been conducted on this important issue in China. In a previous study based on a unique sample of 86 listed companies releasing A and B shares, Zhang (2007) finds that, consistent with the 'traditional view', China's dividend tax cut affected the price of equity capital. Because the dividend tax rate is higher than the capital income tax rate in China, investors expect a higher return from companies that make high dividend payments. Although Zhang's (2007) research design is ingenious, the study has some deficiencies. Leaving aside the small sample size, there is a systematic difference between the A-share and B-share markets. In a study of the short-term market reaction to the dividend tax cut, Zeng and Zhang (2005) find that cumulative abnormal returns are positively correlated with dividend payments. They argue that, in China, dividend tax affects asset prices in line with the 'traditional view'. However, not all investors were beneficiaries of the dividend tax cut. For example, corporate shares were not subject to the reduced dividend tax rate. Zeng and Zhang (2005) fail to acknowledge this difference. This paper focuses on the causal relationship between the dividend tax cut and increased dividend payments, and evaluates the effects of China's dividend taxation reform.
To examine this causal relationship and evaluate the reform of dividend taxation, this paper uses a sample of A-share listed companies between 2003 and 2007 for the empirical tests. In addition, a 'natural experiment' and difference-in-difference estimator methods are used to estimate the impact of the dividend tax cut on companies' dividend policies.
We find that the 2005 dividend tax cut led firms to increase their dividend payments. Companies with higher proportions of tradable individual shares or investment fund shares were more likely to increase their dividend payments. However, opportunistic behavior was also detected, where companies with higher proportions of shares held by executives were more likely to increase their dividend payments. These findings support the existence of a causal relationship between dividend tax cuts and increased dividend payments and suggest that China's reform of dividend taxation in 2005 achieved its goal.
Institutional background and hypotheses

Institutional background
In China, there is variation in the dividend taxes paid by different investors. Dividend taxation in China is based on a classical tax system, where the company and the individual are treated as separate entities and pay separate income taxes. The result is that income is taxed twice. In the Chinese stock market, only individual shareholders and funds pay dividend taxes. According to the Individual Income Tax Law of the People's Republic of China, interest, dividends, bonuses, contingent income and other income are taxed at the rate of 20%. According to the ''Notice on the Tax Policies Relating to Mutual Funds'' (coded Cai Shui Zi [2002] No. 128) issued by the Ministry of Finance and the State Administration of Taxation in 2002, investment funds are required to pay tax on income from dividends, bond interest and interest on savings at a rate of 20%. However, social security funds are tax-free. According to Article 26 of the Enterprise Income Tax policy, an enterprise's following sources of income are tax-free: (a) dividends, bonuses and other equity investment gains generated between qualified resident enterprises; and (b) the dividends, bonuses and other equity investment gains that non-resident enterprises obtain from resident enterprises, where the non-resident enterprise has organs or establishments inside the territory of China and has actual connections with such organs or establishments. In these cases, the dividend income obtained from these enterprises is tax-free.
To promote the healthy and stable development of capital markets, the Nine Opinions state that the tax policy for capital markets should be refined to encourage public investment. Since 13 June, 2005, individual dividend income has been taxed at a rate of 10%, rather than 20%. On 13 June, 2005, the Ministry of Finance and the State Administration of Taxation issued a document coded Cai Shui [2005] No. 102, which stated that the tax on individual investors' income from dividends and bonuses of listed companies should be levied in accordance with current tax laws after temporarily deducting 50% of an individual's taxable income. On the same day, the Ministry of Finance and the State Administration of Taxation issued a document coded Cai Shui [2005] No. 107, which stated that the income that investment funds receive from dividends and bonuses of listed companies should also be levied after temporarily deducting 50% of taxable income.
Hypotheses
As the objective of the 2005 tax reform was to encourage public investment, individual income tax payers received preferential policies. The policymakers were concerned whether individual shareholders would benefit from the reduction in dividend taxes and whether it would encourage companies with higher proportions of individual shares to increase their dividend payments. At the same time, financial economists were con-cerned whether the reduction in shareholders' dividend tax would lead to firms increasing their dividend payments and, in the context of China, whether 'new theory' is more powerful than the 'traditional view'. The answers to these basic propositions will provide a theoretical basis for the subsequent tax reform in capital markets in China. Therefore, we propose the following hypothesis: Hypothesis 1. Following the reduction in the dividend tax rate, companies with higher proportions of individual shares increased their dividend payments.
Investment funds have also benefited from the dividend tax cut. Moreover, in recent years, funds have had an increasingly powerful influence on companies' financial policies. Therefore, companies with higher proportions of investment fund shares are more likely to increase their dividend payments. In addition, the executives of listed companies are individual income tax payers and the financial policymakers of their companies. Executives may also increase their companies' dividend payments for reasons of self-interest. Thus, we propose the following hypotheses:
Hypothesis 2. Following the reduction in the dividend tax rate, companies with higher proportions of investment fund shares were more likely to increase their dividend payments.
Hypothesis 3. Following the reduction in the dividend tax rate, companies with higher proportions of shares held by their top executives were more likely to increase their dividend payments.
Research design and sample selection
Research design
This paper uses the 'natural experiment' and difference-in-difference estimator methods to estimate the impact of the dividend tax cut on companies' dividend policies. Compared with similar policies abroad, the tax cut on 13 June, 2005 was very clean, 1 because the code stated there was to be no change in other dividend tax provisions and there was also no change in other related taxes.
2 In general, the tax cut affected companies with shares held by individuals, investment funds and executives, while companies with corporate holdings and social security fund holdings were not affected. We use the companies that were subject to the change in dividend tax as the treatment group, while the companies that were not affected by the dividend tax reform are the control group. We then compare the changes in companies' dividend policies before and after the dividend tax cut to estimate the effect of the tax cut on corporate dividend policies. This methodology uses the exogenous dividend tax change to estimate the time series and cross-sectional differences in companies' dividend policies. As the introduction of the tax cut is an unpredictable event, we assume that listed companies are randomly assigned to the treatment group and the control group. After the introduction of the policy, there are limited endogenous concerns about changes in the shareholdings of various groups. The exchange of executives' shares is subject to numerous restrictions and securities laws. Moreover, it can have a negative impact on the company. Exchange of investment fund shares and individual shares are affected by numerous factors, of which the reduction in dividend taxes is just one of many. We use the following model to estimate the impact of the dividend tax cut on companies' dividend policies.
The left-hand side variable, increase, is a dummy variable. If the dividend in that year is greater than in the prior year, the variable increase equals 1 and 0 otherwise. In addition, we specifically consider the effect of the regulation issued in May 2001, 'Administration of Offerings of New Shares by Listed Companies Procedures', which focuses on cases where 'a company did not distribute any dividends or bonuses during the most recent 3 years and the board of directors failed to provide a reasonable explanation of the same'. Some companies made trivial dividend payouts to meet this provision. Accordingly, we revise the increase variable. Specifically, if the dividend payments in this year are more than those in the previous year, but the pre-tax dividend is less than 0.1 Yuan per share, the increase equals 0 (the same study design also appears in Deng and Zeng (2005) and Wu et al. (2003) ). Furthermore, a regulation issued in May 2006 stated that, 'Profits distributed accumulatively in the latest 3 years in cash or stocks shall be no less than 20% of annual distributive profits of the latest 3 years'. We also revise the increase variable to capture the effect of this regulation.
3 Specifically, if the accumulative profits distributed in the latest 3 years in cash or stocks are more than 20% and less than 25% of the annual distributive profits of the latest 3 years, the increase equals 0.
The right-hand side variable, Tax, is also a dummy variable. We define the event date of the tax cut as the announcement date of the document coded Cai Shui Zi [2005] No. 102. If a company's dividend declaration date is after 13 June, 2005, the variable Tax equals 1 and 0 otherwise. In China, the provisions for dividend payments do not change after the 3 
Administration of Offerings of New Shares by Listed Companies Procedures Article 8 (e), issued on May 8, 2006, states that
the accumulative profits distributed in the last three years in cash or stocks shall be no less than 20% of annual distributive profits of the last 3 years. This was also amended on October 9, 2008 to the accumulative profits distributed in the last 3 years in cash shall be no less than 30% of annual distributive profits of the last 3 years. declaration date. Therefore, we use the dividend declaration date to determine the effect of the tax cut on a company's dividend policy.
The explanatory variables of primary interest are Individual, which is measured by the percentage of shares held by the top 10 tradable individual shareholders; Fund, which is measured by the percentage of shares held by investment funds; and Director, which is measured by the percentage of shares held by executives.
The control variables include the profitability of a company, company size, debt ratio and firm growth, which have important influences on dividend policies (Allen and Michaely, 2003; Baker et al., 2001; Leithner and Zimmermann, 1993; Kato and Loewensteinm, 1995; Li et al., 2006) . In addition, we also include measures of corporate governance, the nature of the enterprise, and the chairman and general manager being the same person, which are likely to affect companies' dividend policies (Yuan and Su, 2004) . The definitions of the main variables are presented in Table 1 . 
Sample selection
The sample comprises 4605 listed companies with A-shares in China's stock market between 13 June, 2003 and 13 June, 2007 to test the effects of the dividend tax cut. 4 The selected companies must have been listed since 2003, which ensures 2 years before the dividend tax cut for paired comparison. In addition, we remove ST and PT companies, financial institutions and companies with missing variables. All financial indicators and equity structure data is obtained from the CSMAR database. Data on the securities investment fund shares and profits distributed accumulatively in cash or stocks in the last 3 years are from the Wind database, and dividend data is from the China Center for Economic Research (CCER) database. Table 2 presents descriptive statistics. We winsorized the top and bottom 1% of observations for all the continuous variables to reduce the impact of extreme observations. In Table 2 , we find that 17.1% of companies increased their dividend payments and the proportion of shares held by the top 10 individual tradable shareholders is, on average, about 1%. The mean value of director is 6.187, the mean value of fund is 2.3% and the mean value of Nshare is 57%. The proportion of independent directors is, on average, about 34%. These results are consistent with the basic characteristics of A-share listed companies in China, indicating that sample selection bias is not a major concern. Table 3 presents the correlation coefficients. In Table 3 , we find that the proportion of shares held by individual shareholders (individual) and the likelihood of an increase in dividend payments (increase) are highly negatively correlated (À0.188), which suggests that there is a serious conflict of interest between large shareholders and small shareholders. In addition, higher proportions of shares held by executives are positively related to increased dividend payments and companies with higher proportions of investment fund shares are positively related to increased dividend payments, indicating that both have an important effect on companies' dividend policies.
Descriptive statistics
Empirical results
Tables 4-6 present the empirical results of Models (1)- (3), respectively. Table 4 presents the results of Model (1). In columns (1) and (2) of Table 4 , we find that the proportion of shares held by individual shareholders (individual) has a negative and significant relationship with increased dividend payments, À108.643 (p = 0.000) and À75.779 (p = 0.000), which indicates that there is an apparent conflict of interest between large shareholders and small shareholders. However, the coefficients of the interaction between the tax cut and individual shareholders in Table 4 columns (1) and (2), tax Ã individual, are positive and significant, 53.998 (p = 0.001) and 48.674 (p = 0.001), thus indicating that following the dividend tax cut, the companies with higher proportions of shares held by individual shareholders were more likely to increase their dividend payments. Deng et al. (2007) argue that dividend payments represent the shared interests of large and small shareholders; therefore the dividend tax cut has alleviated the conflict of interest between the two classes of shareholders to some extent. Table 5 presents the results of Model (2). Cash dividends are an important revenue source for securities investment funds. Especially during times of market downturn, securities investment funds prefer to invest in listed companies that offer cash dividends. We find the coefficients of Fund in Table 5 columns (1) and (2) are positive and significant, 11.454 (p = 0.000) and 9.554 (p = 0.000), which suggest that companies with higher proportions of shares held by investment funds are more likely to increase their dividend payments. Moreover, after the dividend tax cut, this increasing tendency is more obvious. Without including the other control variables, the coefficient of Tax Ã Fund in Table 5 column (1) is positive and significant; while with all the control variables, the coefficient of Tax Ã Fund in Table 5 column (2) is also positive and significant. Table 6 presents the results of Model (3). The coefficients of the interaction between the tax cut and shares held by executives in Table 6 columns (1) and (2), Tax Ã Director, are positive and significant, 0.024 and 0.025, thus indicating the existence of opportunistic behavior arising from executives' self-interested motivation to increase dividend payments.
Robustness tests
A number of robustness checks were undertaken. First, the observation window was modified to (À2, 3) years, i.e. between 13 June, 2003 and 13 June, 2008, 5 but this does not alter the main conclusions.
Second, we ignore the effects of the regulations, 'Administration of Offerings of New Shares by Listed Companies Procedures' and 'Profits distributed accumulatively in the latest 3 years in cash or stocks shall be no less than 20% of annual distribu- tive profits of the latest 3 years' issued in May 2001 and the main conclusions do not change.
Third, during the sample period the shares held by funds increase year by year. Therefore, even without the dividend tax cut, companies with higher proportions of shares held by funds are also likely to have increased their dividend payments. We also consider this fact in a robustness test. As the number of shares held by funds changes little between 2004 and 2005, we use the 2004 and 2005 samples to re-estimate the results and find that all conclusions are still robust.
Conclusion
Dividend taxation is an important component of the taxes of individual investors and has attracted the attention of policymakers and financial economists. Recently, numerous countries have focused on capital market taxation reforms. However, what is confusing is that the dividend tax reforms in different countries have been in completely different directions. Some countries, such as Britain and Germany, have increased their dividend tax rates, while other countries, such as the United States, have decreased their dividend tax rates. Moreover, there are also different theoretical arguments concerning dividend taxes. The 'traditional view' argues that reduced dividend tax rates increase companies' dividend payments, while the 'new theory' states the contrary. This paper investigates a causal relationship between the 2005 dividend tax cut in China and increased dividend payments, in order to evaluate China's dividend taxation reforms. We use the natural experiment and difference-in-difference estimator methods to estimate the impact of the dividend tax cut on companies' dividend policies. We find that the 2005 dividend tax cut led firms to increase their dividend payments. Companies with higher proportions of tradable individual shares or investment fund shares were more likely to increase their dividend payouts. However, opportunistic behavior is also found to occur, where companies with higher proportions of shares held by executives were more likely to increase their dividend payments. These findings support a causal relationship between the tax cut and increased dividend payments and imply that the reform of dividend taxation in 2005 achieved its goal. However, due to this study's short observation window, the long-term effects of the dividend tax cut still require further study.
